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I. Introduction
This article contributes to the expansion of the endogenous trade policy literature to the formation of free trade agreements. Until relatively recently, much of the literature assumed that a country took its terms of trade and the trade policy of the rest of the world as given when forming its own trade policy. Recently, more attention has focused on trade agreements and customs unions.
1 This paper assumes that at least two countries in the world can influence the trade policy of each other by being willing to enter into a bilateral free trade agreement. Unlike most of the existing literature, this article assumes that capital in both countries is jointly owned (through either multinational corporations or a stock market), and represented by the same lobby group. Using a Heckscher-Ohlin framework, this article examines the effect of joint ownership of capital on the formation of free trade agreements and the level of tariffs with other countries.
Nations that enter into free trade agreements often have significant interests in each other's capital stock. Consider the American and Canadian partnership in the North American Free Trade Agreement. In 2006, the $273.7 billion (Canadian dollars) in direct foreign investment the United States held in Canada, represented 61 percent of all direct foreign investment in Canada (Statistics Canada, 2007) . The $223.6 billion Canada held in direct foreign investments in the United States, represented 43 percent of Canadian direct foreign investments abroad. Another example is the Closer Economic Relations agreement between Australia and New Zealand. As of March 31, 2007, Australia accounted for 31.1 percent of total foreign investments in New Zealand (Statistics New Zealand, 2007) . Moreover, 27.1 percent of total New Zealand investments abroad were in Australia. In the case of European Union countries, well over 60 percent of direct foreign investment was from other European Union countries (Eurostat, 2007) . Given the importance of such cross-country ownership of capital among free trade partners, it is important to study its possible political implications.
Section 2 presents the basic model. The model involves three countries with different capital-labour ratios. A free trade agreement is an option for the two most capital abundant countries. Trade policy in each of these countries is determined by the outcome of an election contested by two political parties. Using campaign contributions, country specific labour lobbies and a joint capital lobby influence the political party platforms and the outcomes of the elections. To avoid the complication of terms of trade effects, each country is assumed to be small relative to the rest of the world.
Section 3 investigates the implications of the basic model. Two of the more important implications involve the effect free trade agreements between the two countries have on tariffs facing the rest of the world. It finds that under certain conditions, one member's tariff with the rest of the world increases because of a 1 Examples that deal with the political economy of trade agreements include Ornelas (2005) , Kim (2000) , Levy (1997) , Panagariya and Findlay (1996) , Milner and Rosendorff (1996) , Grossman and Helpman (1995) , Richardson (1994 Richardson ( , 1993 , Feenstra and Lewis (1991) . 2 These results differ from those of Richardson (1993) who, using a political support function framework, finds that external tariffs will fall. Using historical evidence, Kroll (1996) finds that trading blocks increase the protectionist incentives of members.
free trade agreement and the other member's tariff decreases. 2 It also finds that a free trade agreement and joint ownership of capital results in one country's tariffs with the rest of the world being lower than when capital is not jointly owned. Another contribution of this article is the establishment of some necessary and sufficient conditions for a free trade agreement to be politically feasible. For example, a necessary condition for a relatively capital abundant country to support a free trade agreement is for the net benefits for capital to be greater under the agreement than under any positive tariff 3 . Positive net benefits to capital under the agreement are also a sufficient condition for a relatively labour abundant country to support a free trade agreement. Together, these results imply that positive net benefits for capital are a necessary condition for a free trade agreement.
Section 4 concludes the paper.
II. The Model
It is assumed that the only two factors of production are capital and labour. It is also assumed that owners of factors of production are represented by lobby groups. This paper models the world as consisting of three countries. Country 1 is capital abundant relative to country 2 and country 2 is capital abundant relative to country 3. Country 3 may be thought of as a group of countries representing the rest of the world. For simplicity, it is assumed that the only potential free trade agreement is between country 1 and country 2. This could be because country 3 is made up of all the remaining countries of the world and trade with any one country is too small to justify any positive negotiation cost involved with a free trade agreement.
A Heckscher-Ohlin framework is assumed. Thus, country 1 will export capitalintensive commodities to countries 2 and 3 and import labour-intensive commodities. Country 2's trade with country 3 will involve the export of relatively capital-intensive goods in exchange for labour-intensive goods.
It is assumed that factors of production are mobile between sectors within a country but are not mobile between countries (at least in the time frame under consideration). Consequently, if the other assumptions of the Heckscher-Ohlin model hold, the Stolper-Samuelson theorem predicts that trade liberalization between countries 1 and 2 will increase the return to capital in country 1 but reduce it in country 2. Similarly, the return to labour in country 2 will increase from trade liberalization but labour's return in country 1 will decrease. Trade liberalization with country 3 will increase the return to capital in countries 1 and 2 but reduce the return to labour.
The use of the Heckscher-Ohlin framework requires some explanation as it is often thought that protectionist pressures emanate from specific factors models. Indeed, this is likely when the trade legislation involved has a short life span, as factors of production are unlikely to be mobile between sectors of the economy as required by the Heckscher-Ohlin model 4 . However, when trade legislation has a longer life span, factors of production will be more mobile between sectors of the economy. This makes it more likely that the Stolper-Samuelson theorem will hold and that agents will behave accordingly. Indeed, the empirical evidence regarding the behaviour of voters and lobby groups supports this assumption. For empirical evidence that voters cast their ballots as if, they understand the Stolper-Samuelson theorem, the reader is referred to Beaulieu (2002) and Balistreri (1995 Balistreri ( , 1997 . For evidence that lobby groups behave as if the Stolper-Samuelson theorem holds, see Pyne (2000) . Dutt and Mitra (2002) use cross country data to show that changes in trade policy are as predicted when the Stolper-Samuelson theorem and the median voter theorem hold. Examples of endogenous trade policy models that make use of the Stolper-Samuelson relationship include Pyne (2006) , Magee and Lee (2000) , Levy (1997) , Yang (1995) , Mayer (1993 Mayer ( , 1984 , Magee, Brock and Young (1989) and Young and Magee (1986) . Levy does so in the specific context of free trade agreements. This article has a rational choice explanation of the internal political processes of the countries involved but simplifies the model by assuming that no bargaining takes place between countries. To do this it assumes that all three countries are members of the World Trade Organization, which administers the General Agreement on Tariffs and Trade (GATT). Article I of GATT includes an unconditional most-favoured-nation requirement that members are prohibited from geographical discrimination in the application of trade barriers.
5 However, Article 4 See Magee (1980) for evidence that lobby groups behave as the specific factors model would predict when proposed trade legislation has a short expected life span. Beaulieu and Magee (2004) find capital lobby groups behave as the Stolper-Samuelson theorem predicts. However, they find industry trade balances affect the behaviour of labour lobby groups.
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For an economic interpretation and evaluation of this clause, see Bagwell and Staiger (1999) . For a discussion of the effects this clause has on international bargaining in general, see Ludema (1991) .
XXIV states that this restriction does not apply when a group of countries agree to eliminate all mutual trade barriers. 6 It is assumed that tariffs are the only trade barriers in the world. Since country 1 is importing labour intensive products from both countries 2 and 3, it must have identical tariffs with each country, unless it can negotiate a free trade agreement with one country resulting in mutual tariffs equal to zero. 7 Since country 2 is importing different goods from countries 1 and 3, it may have different tariffs for each country. It can have one set of tariffs for the capital-intensive goods it imports from country 1 and another set of tariffs for the relatively labour intensive goods it imports from country 3. This paper assumes that tariffs are never so high as to reverse the terms of trade. There are two political parties in countries 1 and 2. Each country i has a procapital party F i , where i = 1, 2. This is defined as the party with a platform most favourable to capital. Each country also has a pro-labour party P i , where i = 1, 2. This is defined as the political party with the platform most favourable to labour. It is assumed that trade policy is the only election issue in countries 1 and 2. The trade policy of country 3 is assumed to be exogenously determined.
A modified Magee, Brock and Young (1989) framework is used. In this framework, elections are probabilistic. Political contributions (or lobbying expenditures) from the capital lobby increase the chances of the pro-capital party being elected and reduce the probability of the pro-labour party being elected. Likewise, contributions from the labour lobby increase the probability of the prolabour party being elected but decrease the likelihood of the pro-capital party being elected.
This framework also incorporates a Stackelberg leadership pyramid. Political parties are at the top of the pyramid. Political parties within a country are assumed to act as Cournot competitors with respect to each other but as Stackelberg leaders with respect to the country's lobby groups. Lobby groups within a country behave as Stackelberg followers with respect to the political parties and Cournot competitors with respect to each other. Accordingly, political parties decide on their 6 Actually, some specified barriers to trade are permitted. However, for simplicity this paper will assume that there are no exceptions. The simplest example to consider is where there are two goods in the world and country 1 specializes in the production of the capital-intensive good and imports the labour-intensive good from both countries 2 and 3. With multiple goods, the different capital intensities of countries 2 and 3 may lead to some differences in the commodities country 1 imports from each country. Nonetheless, this paper will assume enough overlap exists to substantially restrict the choice of tariffs on many commodities. platforms taking into account the reaction of the lobby groups. Then lobby groups choose the level of their campaign contributions. Austen-Smith (1991) has defended this order of moves on the grounds that legal prohibitions exist against paying politicians to adopt given policies. Therefore, political parties must choose their policies before they receive the lobby groups' contributions.
Since country 1 is capital abundant relative to country 2, the Stolper-Samuelson theorem implies that capital owners in country 1 and labourers in country 2 should favour a free trade agreement. Labour in country 1 and capital owners in country 2 should oppose a free trade agreement. This suggests that a free trade agreement should only occur when a pro-capital party is in power in country 1 and a prolabour party is in power in country 2. However, in the real world there are counter examples. In the case of the Canada-United States Free Trade Agreement neither political party in power (the Republicans in the United States and the Progressive Conservatives in Canada) commanded the support of labour lobby groups. To account for such situations, this article assumes that the capital lobby has endowments in both countries. This could be because a stock market exists, allowing capital owners to hold capital in both countries. It could also be because the capital lobby group represents multinational corporations.
8 Section 3 shows that this results in the possibility of a free trade agreement when pro-capital parties are elected in both countries. The behaviour of the labour lobbies is discussed in section 2.A. Section 2.B investigates the behaviour of the capital lobby. Section 2.C examines the pro-labour parties. The strategies of the pro-capital parties in countries 2 and 1 are discussed in sections 2.D and 2.E, respectively.
A. The Labour Lobbies
First, consider the maximization problem of the labour lobby in country 1. Lobby groups want to maximize the expected return to their factors, net of lobbying expenditures. Thus, the labour lobby's objective function is written as follows:
Hillman and Ursprung (1993) have also studied the effect of multinational firms on endogenous trade policy. Grossman and Helpman (1996) and Leidy (1994) = the return to labour in country 1 if party wins the election in country 2 and party wins the election in country 1 = the probability of party F 2 winning the election in country 2
In the above, p 2 is taken as given by the labour lobby in country 1. When the election in country 2 has already occurred, p 2 will equal either zero or one. 0 ≤p 2 ≤1 is the general case which can model situations such as the Canadian and American elections in 1988 which took place within a few days of each other. Following Magee, Brock and Young's (1989) original framework, campaign contributions are assumed to come out of some numeraire good whose value is unaffected by trade policy. This is largely done for simplicity.
Assuming an interior solution, the first order condition is (2) where In the above, ∆w 1 is the expected difference in the return to labour in country 1 under the two possible political regimes. If party P 1 is the labour lobby's most favoured party, it follows that and . Thus, ∆w 1 < 0. Hence, a necessary condition for the first order condition to hold is . Equation (2) is simply the familiar efficiency condition that the labour lobby will choose such that the marginal benefit from an increase in lobbying expenditures is equal to its marginal cost.
The second order condition is
is a necessary second order condition for a maximum. For use in later sections, this paper now examines the relationship between the expected differences in factor returns under the two possible domestic political regimes and the contributions of the lobby groups. To do this, equation (2) is totally differentiated with respect to and ∆w 1 . Then, the result is solved for : (4) Since and S < 0, it follows that . When you recall that ∆w 1 < 0, this is intuitive. As the relative damage of the pro-capital party gets smaller, ∆w 1 becomes less negative (larger) and there is less incentive for the labour lobby to donate to the pro-labour party.
The maximization problem of the labour lobby in country 2 is given below:
( 5) such that where = the lobbbying expenditures of the labour lobby in country 2 = the lobbbying expenditures of the labour lobby in country 2 = the endowment of the labour lobby in country 2 = the return to labour in country 2 if party wins the election in country 2 and party wins the election in country 1
In the above, the labour lobby in country 2 takes p 1 as given. Assuming an interior solution, the first order condition is (6) where If party P 2 is the party most favourable to labour, it follows that
. Thus, ∆w 2 < 0. Therefore, it follows that (otherwise, the labour lobby would set ). Equation (6) simply says that the marginal benefit from an increase in lobbying expenditures should equal its marginal cost.
The second order condition is (7) is a necessary condition for a maximum. As with the pro-labour party in country 1, it can be shown that .
B. The Capital Lobby
The problem the capital lobby faces is more complex than that facing the labour lobbies. A reduction in tariffs between countries 1 and 2 increases the return to capital in country 1 but it reduces the return to capital in country 2. Thus, the capital lobby considers this interrelationship in the returns to capital when deciding on its lobbying expenditures in each country. Therefore, its optimization problem is (8) such that where K 1 = the endowment of the capital lobby in country 1 K 2 = the endowment of the capital lobby in country 2 = the return to labour in country i if party wins the election in country 2 and party wins the election in country 1 The first order conditions are as follows:
In the above, is the difference in expected returns to capital in country i from party F j being elected in country j rather than party P j . The terms in square brackets is interpreted as the net benefit from party F j being elected in country j minus the net benefit of party P j being elected instead. "Net" because an increase in the tariffs one country imposes on the other will increase the return to capital in country 2 but reduce it in country 1. Note that necessary conditions for a maximum include (assuming ), and / . Also, note that examination of the first order conditions reveal that is a positive function of the net benefits of having F i elected. It is assumed that the second order conditions hold.
C. The Pro-labour Parties
From the prospective of the political parties, factor returns are a function of the tariff rates they choose. The returns in country 1 are written as follows: (11) (12) where = the tariff country 1 imposes on its imports from country 2 = the tariff country 1 imposes on its imports from country 3 = the tariff country 2 imposes on its imports from country 1 = the tariff country 2 imposes on its imports from country 3
In the above , is the tariff country j imposes on imports from country i (i j, i,
, , , ( ) = t 1 j = {1, 2, 3}). Since country 1 is capital intensive relative to the rest of the world and the Stolper-Samuelson theorem is assumed to hold, it follows that and . Similarly, , and . The signs of and are determined in section 3.C. The factor returns in country 2 are given below:
Country 2 is assumed to be labour abundant relative to country 1. Therefore, using the Stolper-Samuelson theorem we know that Since country 2 is capital abundant relative to country 3, it follows that and . The signs of and are ambiguous. Each political party in a country will treat the contributions of the lobby groups as a function of the differences in the expected rates of return under its regime and those of its opponent. Since political parties are Stackelberg leaders with respect to the lobby groups within their country, they will also consider how one lobby group's expenditures respond to changes in the expenditures of the other lobby group. Therefore, we can write the contribution of the labour lobby to party P 2 in country 2 as (15) Likewise, the contribution function of the labour lobby in country 1 can be written as (16) Thus, it follows that , where i = 1, 2. The contribution function of the capital lobby is slightly more complex. This is because the capital lobby considers the effects of the tariff structure in country i on its capital holdings in country j. Its contribution functions are given below:
First, consider the maximization problem of party P 2 . It first has to decide whether to try to obtain a free trade agreement with country 1. It then has to decide on a tariff vector to propose. If it decides to attempt to obtain a free trade agreement with country 1 and is successful, it only has to choose values for . It may choose two values of , each contingent on a different party winning in country 1. These values may differ depending on the effects of on factor returns in country 2. It must also decide what tariff rate it will introduce, if it is unable to obtain a free trade agreement with country 1. If P 2 decides not to try to obtain a free trade agreement with country 1, it must choose values for both and . It may choose different values of these variables contingent on which party wins the election in country 1. Let represent country 2's tariff rate on imports from country i (i = 1, 3) if party F 1 wins the election in country 1 and party P 2 wins the election in country 2. Let represent country 2's tariff rate on imports from country i (i =1,3) if party P 1 wins the election in country 1 and party P 2 wins the election in country 2. Assume that in each case, P 2 chooses the tariff structure that maximizes its probability of election. Thus, P 2 solves each maximization problem and then chooses the option (free trade agreement or no agreement) which maximizes its probability of election.
In the remainder of this paper, the following vector notation is used:
In other words, t gh is the tariff vector resulting from the election of party g 1 in country 1 and party h 2 in country 2, where g 1 = F 1 , P 1 and h 2 = F 2 , P 2 . A subscript 0 indicates that (as would result from a free trade agreement). First, consider the case where P 2 does not try to obtain a free trade agreement with country 1. Since there are only two political parties in each country, when P 2 In expanded form this would be
In future, the expanded form will not be explicitly given.
maximizes its probability of election it is minimizing the probability of F 2 being elected. Thus, it faces the following minimization problem 9 :
Assuming an interior solution, its first order conditions are given below:
where Since the lobbying levels of all four lobby groups are determined simultaneously and are all interrelated, to determine the sign of (for i =1,3 and j = F, P), one could consider the four first-order conditions of the lobby groups in both countries. They could each be totally differentiated with respect to the four lobbying expenditures and . The resulting system of simultaneous equations could be solved to determine the sign of . However, this would involve making a number of arbitrary assumptions regarding the signs and relative magnitudes of the derivatives involved. Thus, instead this paper merely assumes that both and ( and ) are greater (less) than zero. Therefore, the left side of equation (21) is the marginal benefit, in terms of an increased likelihood of election, from an increase (decrease in the case of ) in ( ). The right side is the net marginal cost to party P 2 of an increase (decease) in ( ). It is assumed that the second order conditions of party P 2 (and the other political parties) hold. Now consider the case where party P 2 decides to try to negotiate a free trade agreement with country 1. It will only be successful if the party elected in country 1 supports a free trade agreement. In case the party elected in country 1 does not support a free trade agreement, it must state a set of tariffs contingent on not being able to negotiate a free trade agreement. Assume that P 2 will be able to negotiate a free trade agreement with country 1 if and only if party F 1 is elected in country 1. Then party P 2 faces the following problem:
This problem yields first order conditions, similar in appearance to equation (21), which implicitly define the optimal levels of and (i = 2, 3).
Party P 2 will compare the optimal tariff vectors of problems (20) and (22). It then chooses the set of tariffs that give it the highest probability of election. Now consider the problem of party P 1 . Like party P 2 it must decide whether to seek a free trade agreement. Since country 1 is relatively capital abundant, labour in country 1 is hurt by trade liberalization. Thus, it is unlikely that pro-labour party P 1 will attempt to obtain a free trade agreement with country 2.
10 If it does not seek a free trade agreement with country 2, it must choose a set of proposed tariffs contingent on the outcome of the election in country 2. However, unlike political parties in country 2, it must choose a set of proposed tariffs such that . This is because country 1 is importing the same goods from country 2 and country 3. When it decides not to negotiate a free trade agreement, its optimization problem is (23) such that from which optimal levels of (for h = P, F and i = 2, 3) can be determined.
D. The Pro-capital Party in Country 2
Like party P 2 , party F 2 must decide whether to attempt to obtain a free trade agreement with country 1. Like party P 2 , it does this by solving two different maximization problems and choosing the set of contingent tariffs which gives it the greatest probability of winning the election.
First, consider the case where F 2 decides not to try to obtain a free trade agreement with country 1. Its maximization problem is given below: (24) This problem determines the optimal levels of (for i = 1, 3 and g = P, F). Now consider the case where party F 2 decides to negotiate a free trade agreement with country 1. As with party P 2 , it is assumed that it will be possible to
The case where party P 1 does attempt a free trade agreement with country 2 is considered in section 3.B.
negotiate a free trade agreement with country 1 if, and only if, party F 1 is successful in the electoral competition in country 1. Party F 2 's problem is given below:
The solution to this problem defines party F 2 's optimal levels of and (i = 1, 3). The pro-capital party in country 2 will compare the probability of winning an election with the optimal proposed tariffs from each maximization problem. It will decide to propose a free trade agreement with country 2 if the probability of electoral success is greater with a free trade agreement.
E. The Pro-capital Party in Country 1
Party F 1 is a key player in this model. It is the party in country 1 most likely to support a free trade agreement. Like the other political parties, it must decide whether to attempt to negotiate a free trade agreement. It does this by comparing the outcomes of maximization problems with and without free trade.
First, consider the case where F 1 decides not to negotiate a free trade agreement with country 2. Its maximization problem is (26) such that and The solution gives the optimal level of (h = F, P) when party F 1 does not try to negotiate a free trade agreement.
To include the possibility of a free trade agreement in the platform of party F 1 , there are two possibilities to consider. One is when only one party in country 2 is willing to accept a free trade agreement. The other is where both parties are willing to accept a free trade agreement. However, section 3 will show that the former case is unlikely when F 1 supports a free trade agreement. Thus, only the latter case is considered here. In this case, equation (27) is the objective function of party F 1 :
From this problem the optimal values of (for h = P, F) can be determined.
III. Analysis
This section discusses various implications of the model presented in section 2. Section 3.A presents several necessary conditions for the pro-capital party in country 1 to be willing to propose a free trade agreement with country 2. It also examines the effects of a free trade agreement on country 1's tariff with country 3 when its pro-capital party is in power. Section 3.B discusses necessary conditions for party P 1 to propose a free trade agreement with country 2. It also shows that country 1's tariff with country 3 will increase with a free trade agreement when country 1's pro-labour party is in power. Section 3.C presents some sufficient conditions for political parties in country 2 to support a free trade agreement. It also examines the effect free trade has on country 2's tariff with country 3. Section 3.D examines the effect of capital in both countries being owned by the same lobby group has on tariffs with the rest of the world when a free trade agreement is negotiated. It finds that at least one of the two countries will have lower tariffs with the rest of the world when the same lobby group represents capital in both countries. These results should enlighten current public debates on the effects trade pacts have on trade restrictions with non-member countries. This section also examines the effect of having a common capital lobby in both countries on the likelihood of a free trade agreement. It finds that this increases the likelihood of country 2 supporting a free trade agreement but reduces the probability of country 1 supporting an agreement.
A. Pro-capital Party in Country 1
This section presents two conditions for proposing a free trade agreement to be an equilibrium strategy for party F 1 . It also discusses the effect a free trade agreement has on the value of party F 1 chooses.
First, consider the case where party F 1 does not take into account the effect its tariff rate has on the tariffs in country 2. The assumption that the political parties in country 1 are Cournot competitors is retained. To simplify the analysis, assume that the election in country 2 has already occurred so the value of p 2 is either zero or one. Furthermore, assume that the party elected in country 2 is willing to negotiate a free trade agreement with country 1. Further, assume that all optimal tariffs from Assuming an interior solution, its first order condition is given by equation (31): (31) A sufficient second order condition for a maximum is Lemma 1 discusses a necessary condition for a free trade agreement to be a preferred alternative for party F 1 :
LEMMA 1: Suppose F 1 acts as a Cournot competitor. Further assume that all optimal tariffs are nonnegative and that
In addition, assume that has unique maximum values of and (is strictly concave), given the proposed tariffs of party P 1 . A necessary condition for a free trade agreement to be an equilibrium is for and , at the solution to problem (28). PROOF: From equation (29) it is clear that and and . Since , a decrease in could increase the probability of election. Similarly, an increase in will increase the probability of electoral success. Note that this is only a necessary and not a sufficient condition for a free trade agreement. It is not a sufficient condition because = 0 may be past the optimal level that would have if its value were not restricted. However, even if = 0 is past the optimal level of , it is still possible that a free trade agreement is an equilibrium (but not assured).
Q.E.D. The assumption that is not necessary for the above result to hold but it is sufficient.
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Lemma 1 is used to establish theorem 1. Theorem 1 states that a free trade agreement will raise country 1's tariff with country 3 when party F 1 is in power in country 1: THEOREM 1: Given the assumptions of lemma 1, with a free trade agreement between countries 1 and 2, is higher than it would be without a free trade agreement.
Citing the tariff complementarity effect, an anonymous referee pointed out that this partial derivative is unlikely to be exactly equal to zero. The tariff complementarity refers to a decrease in the tariff facing non-member nations due to a decrease in tariffs for members of a preferential trade arrangement. For more information on the complementarity effect, see Saggi (2006), and Mukunoki (2004) . Theorem 9 of this paper finds conditions under which this effect may hold for country 2. However, theorem 1 and theorem 3 show that the effect does not hold for country 1 (in fact, the reverse holds). However, as long as these effects have a modest impact on this cross partial derivative, this lemma will still hold.
PROOF: By Lemma 1, and , at the uniform tariff when a free trade agreement is potentially the equilibrium. By assumption Thus, if is not constrained to equal , party F 1 can increase its chances of election by increasing . Q.E.D. Theorem 1 shows that a free trade agreement increases which benefits labour and hurts capital. Thus, it might be argued that it is possible for the pro-capital party to support a free trade agreement even though the net benefits to capital (benefits in country 1 minus losses in country 2) are negative. This could be true if the effects on benefit labour enough. However, theorem 2 establishes that a free trade agreement can only be an equilibrium policy for party F 1 , when the net benefits to the capital lobby are higher under an agreement than under a positive : THEOREM 2: Assume theorem 9 holds. 13 A necessary condition for a free trade agreement to be an equilibrium policy for party F 1 is for the net benefits to capital to be higher when (as would be true with an agreement) than when > 0 and > 0. PROOF: For simplicity it is assumed that either p 2 = 1 or p 2 = 0. (Since expected returns are additively separable in the tariff vectors of the different parties in country 1, there is no loss of generality in this assumption).
Assume that it is not the case that the net benefits to capital must be positive for party F 1 to support a free trade agreement. Let (0, F t, 0) be the ( ) set which party F 1 offers when it supports a free trade agreement combined with the level of country 2 imposes. The Stolper-Samuelson theorem guarantees that the labour lobby will prefer any positive and to a free trade agreement (for a given ). Ergo, ( F t, F t, t) will be preferred by both lobby groups and hence would increase F 1 's chance of election.
Q.E.D. Note that theorem 2 is due to the capital lobby's concern not being limited to its
This may seem to contradict Article XXIV of GATT, which only allows free trade agreements when post agreement trade restrictions are no higher than they were before free trade. Thus, it must be either implicitly assumed that this restriction is not binding or the theorem must be reinterpreted as saying tariffs will be no lower after free trade.
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If theorem 9 (see section 3.C) holds, the effect of free trade on will tend to benefit the capital lobby and hurt the labour lobby in country 1. Since these effects would reinforce the results of the theorem, changes in may be ignored in this theorem. capital holdings in country 1. It also considers the lower return to its holdings in country 2 due to a free trade agreement. Since theorem 2 establishes that the net benefits to capital must be higher under a free trade agreement for it to be an equilibrium strategy, joint ownership of capital means that party F 1 is less likely to support an agreement than when capital is not owned jointly. As the same logic applies to party P 1 , we can conclude that joint ownership reduces the probability that country 1 will support a free trade agreement.
B. Pro-labour Party in Country 1
This section briefly discusses the conditions under which party P 1 will propose a free trade agreement with country 2. It also discusses the effect an agreement has on the value of party P 1 chooses. As in section 3.A, it is assumed that p 2 is either equal to zero or one. Using notation of the type established in section 3.A, party P 1 's optimization problem is (32) such that
When no free trade agreement is proposed, its first order condition is
This first order condition is of the same general form as the equivalent one for party F 1 (equation [29] ).
Sufficient conditions for a minimum include , , and . This section assumes that .
Lemma 2 establishes a necessary condition for a free trade agreement to be party P 1 's preferred alternative:
LEMMA 2: Suppose P 1 acts as a Cournot competitor. Further, assume that all optimal tariffs are nonnegative and that . In addition, it is assumed that has unique minimum values of and (is strictly convex), given the proposed tariffs of party F 1 . A necessary condition for a free trade agreement to be an equilibrium is for and at the solution to problem (32).
PROOF: The proof of lemma 2 follows the same logic as that of lemma 1. Thus, it is not presented here.
Q.E.D. Theorem 3 shows that a free trade agreement raises country 1's tariff with country 3 when party P 1 is in power:
THEOREM 3: Given the assumptions of lemma 2, with a free trade agreement between countries 1 and 2, is higher than it would be without an agreement. PROOF: By lemma 2, and , at the uniform tariff when a free trade agreement is potentially the equilibrium. By assumption,
. Thus, if is not constrained to be equal to , party P 1 can increase its chances of election by increasing . Q.E.D. Together, theorem 1 and 3 show that country 1's tariff with country 3 will be higher when it enters into a free trade agreement.
Theorem 4 establishes that for a free trade agreement to be an equilibrium policy for party P 1 , the net benefits to the capital lobby must be higher for than any : THEOREM 4: Assume theorem 9 holds. A necessary condition for a free trade agreement to be an equilibrium policy for party P 1 is for the net benefits to capital to be higher when (as would be true with a free trade agreement) than any positive and PROOF: The proof follows exactly the same logic as that of theorem 2.
Q.E.D. Together theorems 2 and 4 establish that a necessary condition for country 1 to be willing to adopt a free trade agreement is for the net benefits to the capital lobby to be higher under free trade than under any positive tariff. This is a stronger condition than would be required if the capital lobby in country 1 only held capital in country 1. In this case, it would only be required that the benefits to capital in country 1 be higher under a free trade agreement than under any positive tariff.
Theorem 5 shows that if certain conditions are met, P 1 only supports a free trade agreement when party F 1 supports free trade:
THEOREM 5: Assume that theorem 4 holds. Further assume that the option of is ruled out. A necessary condition for proposing a free trade agreement to be an equilibrium strategy for party P 1 is for an agreement to be an equilibrium strategy for party F 1 .
PROOF: Assume not. By definition, party F 1 is the party with a platform most
favourable to capital. Thus, if it is not offering a free trade agreement but party P 1 is, the net benefits to capital must be higher under a positive than under . However, theorem 4 states that a necessary condition for party P 1 to offer a free trade agreement is for the net benefits to capital to be higher when than any positive and . A contradiction.
Q.E.D. It should be noted that theorem 5 can be interpreted as showing that a sufficient condition for party F 1 to support free trade is for party P 1 to be in favour of free trade.
Theorem 6 shows that when both political parties in country 1 support a free trade agreement, it is likely that : THEOREM 6: When parties F 1 and P 1 both propose a free trade agreement, the labour lobby will only make campaign contributions when . PROOF: Reconsider the first order condition for the labour lobby in country 1:
Clearly this first order condition only holds with equality when ∆w 1 < 0. When both parties propose a free trade agreement, . Accordingly, ∆w 1 can only be negative if . Q.E.D.
C. The Political Parties in Country 2
Theorem 7 shows that the net benefits to the capital lobby being positive are a sufficient condition for a free trade agreement to be an equilibrium strategy for both parties in country 2:
THEOREM 7: Assume that theorems 1 and 3 hold but GATT restrictions prevent from rising after a free trade agreement. A sufficient condition for a free trade strategy to dominate any positive proposed for both parties in country 2 is for the net benefits to capital under free trade to be greater than the net benefits under any positive and .
PROOF: Assume the theorem does not hold. Then there must be some positive policy vector (where and ) which gives party h (h = F, P) a better chance of election. However, by assumption, the capital party prefers ( ) Moreover, the Stolper-Samuelson theorem guarantees that the labour lobby will prefer this policy vector. Ergo, cannot be an equilibrium 
and the theorem is established. Q.E.D. Note that the sufficient conditions for both political parties in country 2 to propose a free trade agreement are the necessary conditions for either party in country 1 to propose a free trade agreement. Therefore, it is never the case that country 1 will propose a free trade agreement but country 2 rejects the offer. Moreover, theorem 5 says that when party P 1 supports a free trade agreement, party F 1 is also in favour. Combined with these results it can be concluded that whenever party P 1 supports a free trade agreement, it is the outcome of the political process.
Theorem 8 shows that if certain conditions are met, it cannot be the case that in equilibrium party F 2 will support a free trade agreement but party P 2 will not propose an agreement:
THEOREM 8: A sufficient condition for proposing a free trade agreement to be an equilibrium strategy for party P 2 is for a free trade agreement to be an equilibrium strategy for party F 2 .
PROOF: Assume this theorem does not hold and that party F 2 offers a free trade agreement when party P 2 does not. Party P 2 must be offering some positive policy vector (where and ) which gives P 2 a better chance of winning. Note that F 2 is defined as the party most favourable to capital. Hence, capital must prefer the policy vector being offered by F 2 . In addition, the Stolper-Samuelson theorem insures that labour would prefer to any > 0 and >0. Thus, by offering a free trade agreement, party P 2 could both increase the support of labour and reduce the opposition of capital.
Q.E.D. Besides being a sufficient condition for party P 2 to support free trade, the above theorem could be restated as a necessary condition for party F 2 supporting a free trade agreement being party P 2 's support of an agreement.
Theorem 9 examines the effect a free trade agreement might have on country 2's tariff with country 3. Most free trade agreements include some sort of rules of origin requirements to prevent external countries from circumventing the tariff rate of the country with the highest external tariff by transhipping through the country with the lower tariff. However, the application of such rules is often complex. Indeed, in the case of NAFTA, this has lead to disputes and further negotiations involving the rules of origin requirements. Theorem 9 assumes that these rules are imperfect at preventing transhipment:
THEOREM 9: Assume that the assumptions of theorem 1 hold. Further, assume
If, before a free trade agreement, , then the agreement will be lower when rules of origin requirements cannot be perfectly enforced.
PROOF: First, consider the case where party F 2 is elected in country 2. Let NB gh (t gh ) be the benefits to capital when party g 1 is elected in country 1 and party h 2 is elected in country 2. Thus, the probability of party F 2 's election is written as However, note that we can write NB Therefore, if rules of origin requirements are not fully effective, it follows that some trade between country 1 and 3 will go through country 2. Thus, using the Stolper-Samuelson theorem it follows that . Consequently, using equations (35) and (36) it is clear that the marginal political cost of an increase in is higher than it was before the free trade agreement. By the assumptions of the theorem, the marginal benefit is unchanged. Consequently, a lower proposed value of is predicted.
The same basic logic applies when country 2 elects party P 2 . Q.E.D. Clearly, the capital lobby has an advantage over the two labour lobbies in influencing trade policy between the members of the free trade agreement and the rest of the world. This is because the capital lobby can internalize the externality to its return in one country from lobbying in the other country. One would expect that as free trade agreements become more common, labour lobbies in the member countries will find ways to better coordinate their lobbying efforts (perhaps by finding ways to make side payments which internalize the externalities their lobbying efforts have on each other). 16 Also, it should be noted that sufficient conditions for country 2 to be willing to negotiate a free trade agreement with country 1 are precisely the necessary conditions for country 1 to be willing to negotiate a free trade agreement with country 2. Thus, they are a necessary condition for a free trade agreement to be negotiated between countries 1 and 2.
It is difficult to say if labour in country 2 is in a better or worse position when the same lobby represents capital in both countries. If the net benefits to capital from an agreement are positive, it is assured that whichever party is elected in country 2 it will support a free trade agreement. However, if this condition is not met, it is assured that country 1 will not support free trade.
Theorem 10 shows that when both F 2 and P 2 propose a free trade agreement, it is likely that party P 2 will propose a higher than F 2 :
THEOREM 10: When parties F 2 and P 2 both propose a free trade agreement, the labour lobby will only make campaign contributions when . PROOF: The proof is analogous to that of theorem 6 and hence is not repeated here.
Q.E.D. 
D. Effects of Common Ownership of Capital on Tariffs with Country 3
This paper has assumed that the same lobby group owns capital in both countries considering a free trade agreement. This section examines the implications of this for tariffs with the rest of the world when a free trade agreement is in place. It assumes that neither country's trade with the rest of the world affects the international price vector. Theorem 11 shows that external tariffs in at least one country are lower when the same lobby group represents capital in both countries:
THEOREM 11: Let the international price vector be taken as given and let a free trade agreement be in place. Assume that rules of origin requirements cannot be perfectly enforced. Additionally assume that / for j = 1, 2, i = 1, 2 and j i. When capital in both countries is owned by the same individuals, and represented by a common lobby, tariffs with the rest of the world are lower in at least one country than when capital is not owned jointly.
PROOF: Assume country i's election has already taken place. Let t F (t P ) be the tariff vector resulting from party F j ( , P j ) being elected in country j. Somewhat similar to theorem 9, let (t F ) (alternatively, (t P )) be the corresponding benefits to capital in country k (k = 1, 2) from party F j (P j ) being elected in country j. The probability of party F j being elected in country j = 1, 2 is Maximizing the above with respect to (h = F, P):
If tariffs before the free trade agreement are lower in country j than in country i, both terms in square brackets are negative, if there is common ownership of capital. Otherwise, the first term will be zero (as would be true if ownership of capital is limited to residents of the country in question). Consequently, when the same lobby group owns capital in both countries, tariffs in at least one country are lower than is the case when there is no cross country ownership of capital.
IV. Conclusion
This paper has attempted to contribute to the expansion of the endogenous trade policy literature to the formation of free trade agreements. One of its more important contributions has been to establish some necessary and sufficient conditions for free trade to be politically feasible. It has also examined the effect a free trade agreement has on the external tariffs of member countries. Furthermore, the implications of common ownership of capital were examined. To accomplish these goals, the paper has used the rules of GATT to assume away the bargaining problem involved when countries enter into international agreements. It did this on the premise that the model was already quite complex and adding a bargaining framework would further complicate matters and therefore distract from the main features of the model. However, the long negotiations involved in establishing real world trade agreements imply that GATT regulations do not completely eliminate the bargaining problem. Moreover, even if GATT regulations were fully binding they would not eliminate a bargaining problem for customs unions where the level of a common external tariff must be decided on. Therefore, a useful area for further research would be to incorporate an international bargaining framework into a public choice model.
One possible criticism of this model is that the order of countries in terms of capital intensities is ad hoc. However little would be added by changing the ordering. For example, making country 3 the most capital intensive but retaining the ordering of countries 1 and 2 should not have any real effect. It would merely make country 2 the country that had to have a common tariff with the rest of the world. A more realistic case would be one where the rest of the world consisted of countries that were both more and less capital intensive than countries 1 and 2. However, this would complicate the model and is unlikely to result in significantly different results. Nevertheless, this conjecture should be confirmed by further research.
